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Foreword 


This background paper has been prepared by the Govern- 
ment of Canada, in consultation with provincial governments, 
to set out the economic and fiscal situation and outlook. 


Canada’s recent economic performance and outlook for 
1985 are outlined on pages 2 to 9. 


Federal, provincial and local fiscal developments over the 
last decade are summarized on pages 10 to 23. 


A summary and conclusions are found on pages 24 and 25, 
followed by a technical note on page 26. 


CANADIAN ECONOMY 
IN RECESSION AND RECOVERY 


Recession Recovery 

————_———_ Most 

(81:Q2) to (82:Q4) to Recent 
(82:Q4) (84:Q3) Level 


(Per cent change unless otherwise indicated) 
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Economic Situation—Recent History 


The recession which began in the summer of 1981 was very 
severe. Output fell by 6’ per cent and employment by 5 per 
cent. By November 1982, there were 560,000 fewer employed 
than in August of 1981. 

The recovery which began at the end of 1982 has been 
moderately strong by postwar standards but employment has 
only recently surpassed the pre-recession level. 


During the recovery to date Canada has achieved: 

e reasonable output growth but somewhat slower employ- 
ment growth, 

e a considerable improvement in our inflation picture, 

e more bullish consumer confidence in 1983 but less so in 
1984, and 

e strong export growth to the U.S. 


However: 
e investment is weak, 


e the financial health of parts of the corporate sector, 
despite significant improvement, is worse than it was 
prior to the recession, and 


¢ unemployment remains unacceptably high. 
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Regional Perspective 


The recession hit all regions of the country. In the chart, 
the lower bars show the percentage declines in employment 
which took place from mid 1981 to the end of 1982. 


The employment recovery in P.E.I., Nova Scotia, Ontario, 
Manitoba and Saskatchewan has brought them to levels 
greatcr than before the recession, while the above-average 
recovery in Quebec has brought its employment almost to pre- 
recession levels. Other provinces remain below pre-recession 
levels. 
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A COMPARISON OF CANADIAN AND U.S. ECONOMIC 
PERFORMANCE IN RECESSION AND RECOVERY 


A Longer- 
Term 
Recession Recovery Perspective 
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Note: For the U.S. the peak is taken as 1981:Q3. 


Canada-U.S. Economic Comparison 


The Canadian recession was much deeper than the U.S. 
recession. 


Output in recovery has grown at about the same pace in 
both countries, but because the Canadian recession was so 
much deeper, our real GNP is only 3.6% higher than the pre- 
recession peak compared to the 8.1% gain in the U.S. 


The nature of the recovery has been very different in the 
two countries. In the U.S. the recovery has been led by strong 
consumption and abnormally strong business investment. 
Canadian recovery has been led by strong exports. 


Weaker consumption growth in Canada is due to slower 
growth in real disposable incomes and a continued high 
Savings ratio. : 


The main engine of U.S. growth has been investment which 
has surged ahead partly due to high and rapidly increasing 
rates of capacity utilization (capacity utilization is 83 per cent 
in U.S. versus 74 per cent in Canada), and partly due to tax 
changes, which have lowered the real after-tax cost of capital 
and thus blunted the negative impact of higher real interest 
rates. 


During the recovery, Canadian exports to the U.S. have 
grown very strongly, especially in 1984. This has provided the 
major impetus to strong Canadian output growth. Because of 
the importance of our exports to the U.S., Canada is very 
exposed to a slowdown in the U.S. economy which would 
result in a sharp reduction in export growth. 


In contrast, in the U.S., the very much stronger growth in 
domestic demand and the sharp appreciation of the US. 
dollar has resulted in very strong increases in imports. 


Canadian corporate profits have grown strongly, but must 
be viewed from the perspective of the very serious decline 
suffered in the 1981-82 recession. They are 11.4 per cent 
above the pre-recession peak, compared to 1.2 per cent in 
the U.S. 


Finally, Canadian government deficits, debt and debt 
service costs have continued to mount faster than in the U.S. 


CANADIAN ECONOMIC OUTLOOK 
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Short-Term Outlook 


The record and forecast for 1984 have changed slightly 
since November, because of unexpectedly strong real export 
growth in the third quarter and because short-term interest 
rates fell almost 200 basis points in the last two months of 
1984, rather than in 1985 as had been projected. Real growth 
is expected to slow from 1984 levels and the unemployment 
rate to decline marginally. 


The outlook for 1985, for both the U.S. and Canada, still 
appears to be essentially the same as set out in the Federal 
November statement. 


Medium-Term Outlook 


As set out in November, the outlook for the period from 
1986 to 1990, assuming declining U.S. interest rates, is for 
moderate real growth and slowly declining unemployment. If 
U.S. interest rates remain at current levels, then growth would 
be slower and unemployment would remain above 9 per cent 
until the end of the decade. 
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Government Deficits (—) or Surpluses (+) 


Ten years ago, in fiscal year 1974-75, the aggregate 
government sector deficit was $1.1 billion or 0.8 per cent of 
GDP. It has climbed markedly since then and is expected to 
be about $36.8 billion, or 9.4 per cent of GDP in fiscal year 
1984-85 on FMS basis (see technical note on page 26). 


At the federal level, the deficit has been high and rising for 
the last 10 years. At the provincial-local level, the aggregate 
deficit has risen and fallen over the period. 


INTERNATIONAL COMPARISON OF CENTRAL PLUS 
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DITURES AND BUDGETARY BALANCES AS A 
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Sources: OECD National Accounts of OECD Countries 1970-1982, Volume 


II and Economic Outlook, December 1984 Statistics Canada. 


National Income and Expenditure Accounts and Department of 


Finance 


N.A. Not yet available 
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International Comparison of Deficits 


International comparisons, on the United Nations’ System 
of National Accounts basis, show Canadian all-government 
revenues relative to gross domestic product to be below those 
of the U.K., France and Germany but above those of the U.S., 
Italy and Japan. 


Our expenditures relative to GDP are below those of 
France, Germany and Italy but above those of the U.S., U.K. 
and Japan. 


Our budgetary deficits relative to GDP are below Italy but 
above the U.S., U.K., France, Germany and Japan. 


GOVERNMENT NET FINANCIAL LIABILITIES 
AS A PER CENT OF GROSS DOMESTIC PRODUCT 
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Government Net Financial Liabilities 


High deficits have resulted in a sharp rise in the amount of 
public debt outstanding. The proceeds of borrowings have 
been used to finance acquisitions of financial assets; and such 
tangible capital assets as roads, schools, hospitals, transit 
systems, and water and sewage treatment facilities; as well as 
current expenditures. 


At the provincial, territorial and local levels, Government 
direct and Crown enterprise total liabilities (less financial 
assets) nearly doubled relative to GDP between 1974 and 
1983 (the last complete year for which information is yet 
available). 


Federal net liabilities have more than tripled relative to 
GDP, while provincial-local liabilities have increased rela- 
tively slightly. 


Without policy changes, net federal debt will keep mount- 
ing. The federal fiscal situation deteriorated further in 1984 
and in the absence of policy change is projected to deteriorate 
further through the decade. 


DIRECT AND GUARANTEED FINANCIAL 
REQUIREMENTS AS A PER CENT OF GROSS 
DOMESTIC PRODUCT 
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Government Direct and Guaranteed 
Financial Requirements 


High deficits have implied a corresponding rise in borrow- 
ing activity by the government sector. Total government 
sector financial requirements including Crown corporations 
are estimated to be about $45 billion in fiscal 1984-85 on an 
FMS basis. 


Accommodating these financial requirements is no simple 
matter. The financial markets are concerned about the 
amount of government debt accumulating in private port- 


folios. Some entities have seen their bond ratings downgraded. 


At the federal level, financing requirements have tripled 


over the past three years to nearly $33 billion (FMS basis). It 


has been possible to meet these requirements in the financial 


markets with relatively little difficulty thus far. However, this 


situation cannot be sustained indefinitely. 
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GOVERNMENT REVENUES 
AS A PER CENT OF GROSS DOMESTIC PRODUCT 
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Government Revenues 


Between 1974-75 and 1984-85, total government revenues 
grew by nearly | percentage point relative to GDP. 


Federal revenue growth fell by 2 percentage points relative 
to GDP. 


Provincial and local revenues, including federal transfers, 
grew by about 3 percentage points relative to GDP. 


GOVERNMENT EXPENDITURES 
AS A PER CENT OF GROSS DOMESTIC PRODUCT 
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Government Expenditures 


Total government expenditure growth has exceeded revenue 
growth, particularly at the federal level. 


Over the past ten years, expenditures at the provincial and 
local level grew by the equivalent of nearly 4 percentage 
points of GDP, with greater spending pressures out west than 
elsewhere, partly because of migration and the resource 
commodity price boom of the 1970s. 


Federal expenditure growth, the equivalent of 6 percentage 
points of GDP, was greater than provincial-local spending 
growth. 
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GOVERNMENT GROSS DEBT CHARGES 
AS A PER CENT OF GOVERNMENT REVENUES 
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Government Debt Charges 


Over the past several years the combination of higher 
interest rates and a burgeoning stock of public debt have 
made debt charges grow much faster than most other 
expenditure components. 


The deficit problem has begun to feed on itself. Several 
provinces are experiencing this very directly. Some are paying 
as much as 19 per cent of their revenues just to service the 
debt that has accumulated because of the high level of 
borrowing in recent years. 


The explosive nature of the debt problem is even more 
apparent at the federal level. Over 22 per cent of federal 
revenues are being devoted to public debt interest charges this 
year and, in the absence of strong actions to reduce the deficit 
and/or some very favourable developments in interest rates, 


this ratio is expected to increase by another percentage point 
next year. 


Ps 


Summary 
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In 1981 and 1982 Canada experienced the worst 
recession since before World War II. The recovery in 
1983 and 1984 has been moderately strong. The 
employment recovery in P.E.I., Nova Scotia, Ontario, 
Manitoba and Saskatchewan has brought them to levels 
greater than before the recession, while the above- 
average recovery in Quebec has brought its employment 
almost to 1981 levels. Other provinces remain below the 
pre-recession levels. 


. The outlook for 1985 is for slower growth than in 1984 


with unemployment projected to remain at about current 
levels. 


. On the assumption of no policy change, the outlook for 


1986-90 is for growth in real GNP to be about 3 1/2 per 
cent per year with unemployment declining slowly to 
about 8 per cent by the end of the decade. This projec- 
tion is conditional on falling U.S. interest rates. If U.S. 
rates remain at about their current levels, then growth 
would be slower and unemployment higher. 


. Government expenditures have grown faster than 


revenues over the past decade. This is especially true at 
the federal level, where expenditures increased from 

23 1/2 per cent of GDP to 29 per cent, while revenues 
fell from 23 1/2 per cent to 21 1/2 per cent. 


. The result is that the federal deficit on an FMS basis has 


grown from balance to $30.2 billion, and combined 
provincial-local deficits have grown from $1.0 billion to 
$6.6 billion. 


6. These steadily rising deficits have driven federal direct 
and Crown enterprise net debt from $13 billion to $120 
billion on a Financial Flow Accounts basis and provin- 
cial-local net debt from $37 billion to $113 billion. Net 
public sector debt now represents the equivalent of 65 
per cent of GDP. Eighteen per cent of all government 
revenues are required just to service direct debt charges. 


7. In the absence of fiscal action, federal net debt alone is 
projected to nearly triple by 1990. This prospect of 
continuously rising debt is damaging confidence, 
contributing to high interest rates, and increasing 
Canada’s vulnerability to international financial shocks. 


Conclusion 


Canada can achieve better economic performance over the 
remainder of the decade than that projected above. To achieve 
higher growth and lower unemployment, both orders of 
government will have to act to increase investment, improve 
training, increase Canadian penetration into export markets 
and maximize opportunities for development in each region of 
the nation. To achieve lower unemployment, to improve 
confidence and to reduce pressure on interest rates, govern- 
ments, and in particular the federal government, will also 
have to act to control the growth of government debt. 
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Technical Note 


Federal, provincial, territorial, and local government fiscal 
records and forecasts, on differing public accounts bases are 
made comparable by coding them into Statistics Canada’s 
National and Provincial Economic Accounts basis and/or the 
Financial Management System (FMS). This note reconciles 
between federal Public Accounts and the FMS. Analogous 
reconciliations occur for provincial and local governments. 


To arrive at intergovernmentally-comparable “FMS” direct 
and guaranteed financial requirements for the federal 
government, net new Crown enterprise market borrowing is 
added to the federal financial requirements on a federal 
Public Accounts basis. 


The division between budgetary and non-budgetary 
transaction accounting is what differentiates federal Public 
Accounts from the FMS. For revenues and expenditures, the 
major difference between the two accounting systems is that 
in the federal Public Accounts several programs are either 
reported on a net basis, or are classified as non-budgetary 
transactions. In the Financial Management System, most 
revenues and expenditures are reported on a gross basis and 
most transactions are classified as budgetary. 


As a result, FMS estimates for both revenues and expendi- 
tures are higher than those on a Public Accounts basis. FMS 
includes the following sources and applications which are not 
fully included in the Public Accounts: Canada Post, Unem- 
ployment Insurance, and such others as Atomic Energy, the 
Dairy Commission, the Cape Breton Development Corpora- 
tion, public service pension accounts, and the Western Grain 
Stabilization Program. 
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